



Many have begun to worry lately that the Golden
State may be losing its luster, and may be poised
for a serious recession. They point out that Cali-
fornia's economy has grown more slowly than it
did a year ago and that construction and real
estate markets in the state have cooled consid-
erably. They also suggest that anticipated cuts in
defense spending will exacerbate the slowdown.
In this Letter, we examine recent and longer-
term trends to gain some perspective on the
recent economic performance of the state. Al-
though it is true that the state's economy has
slowed compared to a year earlier, real estate
activity and overall employment growth are
relatively sound when compared to conditions
before the mid-1988 to mid-1989 period. Thus,
the outlook for California's economy hinges on
whether the drop in activity from a year earlier
reflects a return to a more moderate level, or
whether that decline marks the beginning of
a regional slide. Our analysis suggests that the
first interpretation may be more accurate.
Employment and real estate
During the past year, California's economic
growth slowed from the rapid pace of the pre-
ceding year. Between July 1989 and July 1990,
employment grew 2.5 percent, down signifi-
cantly from the 3.4 percent rate during the year
that ended in July 1989. However, the current
growth rate is not far below the three percent
average pace seen between 1985 and 1989.
Moreover, California's employment growth still
looks strong compared to the 1.8 percent growth
seen nationally in the past year.
In addition to slower employment growth, the
state has seen construction activity and real
estate markets cool off. This cooling looks par-
ticularly dramatic for home sales and median
home prices. According to data compiled by the
California Association of Realtors, the seasonally
adjusted annual rate of home sales in June 1990
was 443,000 homes, down sharply from 539,000
in 1989 and 563,000 in 1988. The statewide
median home price in June, at $195,000, was
2.3 percent below its year-earlier level.
Construction activity also has shown signs of
weakening, with the number of housing permits
issued during April and May at the lowest level
since Spring 1983. The value of new awards for
office construction during the first five months of
1990 fell 35 percent below its year-earlier level,
a decline that was only partially offset by
increased awards for roads and bridges.
Declining real estate values decrease the value
of collateral to lenders, and frequently reflect
reduced expectations about the future of a re-
gion's economy. Moreover, declining construction
activity has a direct effect on economic activity,
replacing a source of growth with a sector in
decline. For these reasons, many are concerned
that California may follow the lead of Texas and
New England, where real estate problems have
been associated with regional recessions.
However, the recent figures are less alarming
when viewed in longer-term perspective. For
example, the current pace of home sales rep-
resents a relatively modest decline from the
488,000 pace of1986, the last full year before
the state's most recent boom. Also, the decrease
in the state's median home price is partly due
to the changing composition of home sales; a
greater proportion of current sales are in lower-
priced locations than was the case a year ago.
It also is important to consider that California is
coming off an incredible boom in real estate and
construction activity which propelled the median
home price to a level that is more than double
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growth has been slower in the Bay Area and
Southern California regions than it has been in
the Central Valley and fringe regions. Between
May 1989 and May 1990, total employment grew
2.2 and 2.6 percent in the Bay Area and south-
ern California, respectively. In contrast, during
the same period employment grew 5.1 percent in
the southern fringe, 6.0 percent in the northern
fringe, and 4.0 percent in the Valley.
Varied performance
To assess conditions in various parts ofthe
state, California's 16 major Metropolitan Statistical
Areas were combined to form five sub-regional
groups: Southern California (Los Angeles-Long
Beach, Anaheim-Santa Ana, and San Diego),
southern fringe (Riverside-San Bernardino,
Oxnard-Ventura, and Santa Barbara-Santa Maria-
Lompoc), San Francisco Bay (San Francisco,
Oakland, and San Jose), northern fringe (Vallejo-
Fairfield-Napa, and Santa Rosa-Petaluma), and
the Central Valley (Bakersfield, Fresno, Modesto,
Sacramento, and Stockton).
Outlook
In summary, economic activity in California
appears to be returning to a more moderate level
from the unusually strong level in the 1988-89
period. Impending defense cuts will put a further
dent in the state's growth rate, particularly in the
Los Angeles and San Francisco Bay areas. But
most of the recent growth in the economies of
these areas has been in services and trade, so
unless the national economy experiences a re-
cession, continued growth in the service and
trade sectors probably can offset the loss of
defense-related manufacturing jobs.
Home price data also suggest greater robustness
in the fringe areas and in the Valley. Between
June 1989 and June 1990, the median home price
feU by 2.4 percent in Los Angeles, 1.9 percent in
Orange CountY,1.0 percent in the San Francisco
area, and 3.9 percent in Santa Clara. In contrast,
in the Central Valley, the median price rose 25
percent, and in counties north of the Bay Area,
it rose 37 percent. These patterns also are con-
sistent with the longer-term trend towards in-
creasingly intensive development of the state's
lower-cost, inland areas, as deteriorating air
qualit'fJ the rising cost of space, and increased






At the same time, however, much of the ex-
pected loss probably will be offset by gains in
other sectors. A loss of 20,000 jobs during the
year is modest compared with an average gain
for the California economy as a whole of over
26,000 jobs each month during the last year,
mostly in service-producing industries.
Slower construction activity may even be
a positive development to the extent that the
state becomes less vulnerable to the severe over-
building that generated slumps in many other
parts of the country. In Texas and New England,
for example, construction activity continued to
boom for a few years after key industries began
to falter, leading to serious overbuilding. In con-
trast, California's current slowdown in construc-
tion activity coincides with slower overall
growth, so severe overbuilding is less likely.
The impact of defense cuts
Another, frequently-voiced concern is that
defense cuts will have a severe impact. Califor-
nia received 19 percent of the value of all De-
partment of Defense prime contracts in Fiscal
Year 1989, with more than $1,000 in new con-
tracts for each resident of the state. Up to 20,000
aerospace jobs could be lost by the end of this
year. This loss is larger and more sudden than
was the loss of 7,000 aerospace jobs over the past
two years. As such, the expected cutbacks may
be more difficult for the California economy to
absorb than was the case with the earlier loss.
The impact of the defense cuts would be quite
different in different parts of the state, however.
While many rural counties have virtually no
defense contracts, Los Angeles County alone
accounted for 44 percent ofthe state's prime
defense contracts in 1988, with almost $1,500 in
contracts for each county resident. In Santa Clara
Count'fJ the total volume of contracts was much
smaller, but the value per resident was more than
$3,000 in 1988. The concentration of defense
jobs in the San Francisco Bay and Los Angeles
areas has raised fears that important parts of
the state are at the brink of a downturn.
the current national median and 50 percent
higher than California's 1986 median. The cur-
rent cooling in real estate markets and decline
in construction activity thus may mean that the
state merely is returning to what might be
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SEMICONDUCTOR ORDERS, MILLIONS $, NOT S.A.
WHLS/RETAIL TRADE EMPLOYMENT, THOUSANDS


















































































































































































































































































































Data are weighted aggregates of available 12th District state data and are expressed as monthly rates unless otherwise noted.
District indicator data are constructed by FRBSF research staff from public and industry sources.
Correction: Some statements in the May 18, 1990 Weekly Letter were incorrect due to revisions in industry classifications.
Specifically, some employment in electrical equipment was reclassified as employment in instruments. As a result, declines in
electrical equipment employment and increases in instruments employment were overstated. These two industries combined
added 57 thousand jobs during the 1983 to 1989 period, a gain of 11 percent.
Opinions expressed in this newsletter do not necessarily reflect the views of the management of the Federal Reserve Bank of
San Francisco, or of the Board of Governors of the Federal Reserve System.
Editorial comments may be addressed to the editor (Barbara Bennett) or to the author.... Free copies of Federal Reserve
publications can be obtained from the Public Information Department, Federal Reserve Bank of San Francisco, P.O. Box 7702,
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ANNUALIZED PERCENT GROWTH RATES
90Q1 89124 89123 89122 89Q1
ALASKA S.S -8.2 14.2 27.3 11.7
ARIZONA '.4 7.5 5.7 5.7 11.3
CALIFORNIA 12.0 4.' S.7 7.3 7.7
HAWAII '.5 '.2 11.6 12.5 B.'
IDAHO 15.6 20.0 -3.5 '.1 18.6
NEVADA 12.6 14.4 '.B 12.1 16.4
OREGON 7.0 12.7 3.' '.7 '.3
UTAH ,.. 1!.7 4.' 10.3 • .5
WASHINGTON 11.4 10.6 7.B B.' 14.0
12TH DISTRICT lL3 .., B.O B.O B.'
U.S. B.O B.3 4-.5 ... B.7
fr Year-to-date
HON-AGRICULTURAL EMPLOYMEN'l' UIfIMPLODaN'r UTES
ANNUALIZED PERCENT GROWTH RATES AVERAGE QUARTERLY DATA
90Q2 90Q1 89124 89123 89122 90Q2 90121 89124 89Q3 89Q2
ALASKA 11.9 7.B -3.1 7.0 13.3 ALASKA 7.1 7.1 6.7 '.4 '.3
ARIZONA 1.3 4.' 5.2 2.3 0.5 ARIZONA 5.3 4.B 4.' 5.4 5.1
CALIFORNIA 1.7 2.5 3.1 2.1 1.B CALIFORNIA 5.2 5.1 5.1 5.0 5.4
HAWAII 3.2 1.. 3.4 5.5 4.' HAWAII 2.' 3.1 2. , 1.B 2.7
IDAHO -1.5 '.2 7.0 5.' '.2 IDAHO 5.' 5.0 5.0 5.1 5.1
NEVADA 0.3 9.' B.' B.' B.' NEVADA 4.' 4.5 4.S 5.3 4.B
OREGON 2 ~ 1 '.7 2.4 3.2 4.3 OREGON 5.0 5.1 5.5 5.7 5.7
UTAH 7.7 4.0 4.0 3.7 '.B UTAH 4.' 4.3 4.1 4.0 4.4
WASHINGTON 1., '.0 '.0 5.0 5.7 WASHINGTON 5.2 5.5 '.2 '.3 '.1
12TH DISTRICT 2.0 3.7 3.7 3.0 2.' 12TH DISTRICT 5.2 5.1 5.1 5.1 5.3
U.S. 1.7 3.0 1.B 2.1 2.4 U.S. 5.3 5.3 5.3 5.3 5.3
.Year-to-date . Year-to-date